Increasing amounts of capital flows to developing countries and emerging markets tend to stimulate economic activity in these countries on one hand, and lead to serious macroeconomic fluctuations on the other hand. Foreign investors' activities in an emerging market, specifically in a stock market can have serious implications over the stock market as well as the overall economy of that country. The primary purpose of this research is to analyze the causes of capital inflows by a VAR model, specifically monthly transactions by foreigners in Istanbul Stock Exchange (ISE), for the period January 1997 through December 2011. The model investigates the effects of Foreign Direct Investment, ISE Index, NYSE Index, US Treasury Bill and US Industrial Production over sales, purchases and net transactions of foreigner investors in ISE.
Introduction
The discussion of capital flows to developing countries has been one of the most popular topics in economics since the emerging markets attract more and more investments every day. Capital flows can be considered as indicators of the overall economic performance for that particular country. Capital flows may help developing countries in several ways. They can provide extra funds available for investment or be in the form of direct investment, and contribute to national production. In addition, if domestic saving is insufficient, the governments can borrow easier in the presence of foreign capital flows. Moreover, capital flows enable developing country households to smooth out their consumption over time. On the other hand, international investors can benefit from capital flows, such that, their investments bring higher returns in developing countries than in industrial countries. In general, international borrowers use capital flows to finance economic growth, and international lenders use capital flows to make profits. Actually, there is no strict definition of capital flows in the international economics literature. Definition and measurement of capital flows can have slight differences among the records of international institutions, such as the World Bank and the IMF, through time. Calvo, Leiderman and Reinhart (1994) define capital flows as the increase in net international indebtedness of a country at a given period of time. Capital flows are calculated as the surplus in the net capital account item of the balance of payments identity. Balance of payments identity indicates that, if errors and omissions are excluded, the capital flows will be equal to the summation of current account deficit and the increase in the net international reserve holdings of the country. The determinants of capital flows can be divided into two groups: domestic and external factors (Kara, 2007) . Domestic factors are based on the economic environment of the developing country that receives the flow of foreign capital. These factors are the factors that "pull" capital flows, so called "pull factors", as well. Pull factors are assumed to be under the control of policy makers. External factors are based on the economic environments of the industrial countries and other developing countries, and are beyond the control of domestic policy makers (i.e. debt sustainability; structural policies that increases the efficiency of resource allocation; policies that shape the level of domestic absorption and its components relative to national income). If favorable, external factors "push" capital flows to the developing countries, and they are known as "push factors", as well (i.e. foreign interest rates; recessions in developed countries; bandwagon and contagion effects in international capital movement).
The remainder of this paper proceeds as follows. Section two reviews the literature related to capital flows. Section three introduces the selected data. Section four describes the development of the VAR model and the empirical results of this study. The final section is the conclusion.
Literature Review
The effects of the capital flows over the economic performance of that country has been discussed in many literature like Reinhart (1993, 1996) , Hoggarth and Sterne (1997) , Lopez-Mejia (1999), Fernandez-Arias and Montiel (1996) , Balkan, Biçer and Yeldan (2002) , Alper and Saglam (2001) , Yentürk (1999) , Celasun, Denizer and He (1999) .
The findings of these papers suggest that a surge in capital inflows leads to a rise in consumption and investment. A rise in the capital inflows increases the amount of bank credits extended to the private sector, since resident banks often appear to act as intermediaries between international capital markets and domestic borrowers. This in turn raises domestic consumption and investment demand given the increase in available funds. This development gives rise to inflationary pressures in the economy led by the boost in total aggregate domestic demand. Therefore, countries that receive large capital inflows experience a considerable expansion in their services sectors.
The reasons behind capital flows from developed countries to developing countries have also been topics of several research like Mody, Taylor and Kim (2001) , Dasgupta and Ratha (2000) , Ying and Kim (2001) , Taylor and Sarno (1997) , Calvo, Leiderman and Reinhart (1993) . These papers mostly examine the push-pull factors of the capital flows. Push factors are the external determinants of capital flows from the developed countries to emerging economies such as the interest rates and economic activities in the developed countries. Pull factors are the domestic determinants of capital inflows in a particular emerging market economy such as domestic interest rates, stock market prices, macroeconomic stability, exchange rate regime, inflation, domestic credit level, creditworthiness and industrial production. These studies show that the pull factors have greater effects than the push factors.
Overview of Data
Studies on capital flows mostly use data of Foreign Direct Investments and long-term capital flows. This paper examines a more liquid data; monthly transactions realized on behalf and account of foreign banks/brokerage houses or individuals in Istanbul Stock Exchange (ISE) between January 1997 and December 2011. The data consists of both purchases and sales in that particular month in US Dollars.
When controls over foreign exchange lifted in Turkey in 1980's, foreign investments to Turkey steadily increased. According to Central Bank of Turkey, foreign portfolio investments into Turkey have increased from annual average of $1, 163 million in 1986-1995 to $7,230 million in 2003-2005 . A considerable portion of the portfolio investment went to ISE. The share of foreign ownership in the Istanbul Stock Exchange (ISE) went up from 37.9% in 2000 to over 60% in 2006. This is why foreigner's transactions have very important implications in ISE as well as the overall Turkish economy.
Methodology and the Empirical Results
The VAR model, originally introduced by Sims (1980) , is used in this paper. This model helps us interpret the dynamic relationship between the foreigners' transactions in ISE and ISE Index, NYSE Composite Index, Foreign Direct Investment to Turkey, Interest rate on 3-month US Treasury Bill and US Industrial Production Index.
The estimation of a VAR model requires two steps. First, a vector of economic variables (dated at time t) is regressed on several lags of itself. The residuals from these regressions are interpreted as innovations -new information about the economic variables that became available during period t. In the second step of estimation, the innovations are regressed on themselves, using one of several statistical procedures. The second-stage regressions are often given a structural or behavioral interpretation. Thus, the residuals from the second-stage regressions are often viewed as structural shocks -the unexpected component of a behavioral relationship.
A rise in ISE stock market index is expected to positively affect capital inflows, since it indicates an improvement in the investment opportunities and improved economic fundamentals in the country. A rise in NYSE index is expected to negatively affect capital inflows. A rise in foreign direct investment is expected to positively affect capital inflows. US 3-month Treasury bill rates indicate borrowing costs and alternative rates of return for the investors in capital exporting countries. Therefore, a rise in this variable is expected to have a negative impact on capital flows into Turkey. US industrial production growth implies an increase in the funds available for investment abroad, thus it may have a positive effect on capital inflows.
Tests for Stationarity
Before applying the model, it is important to check whether the variables are stationary or not. To check this, we performed Augmented Dickey-Fuller Test on all the variables using EViews. Our findings are reported in Table  1 . The results show that all series except for Net (Purchases -Sales); Purchases, Sales, ISE, NYSE, TBILL and USIP are non-stationary. If we use the first difference they became stationary. 1 st differences of Purchases, Sales, ISE, NYSE and TBILL and USIP are used in the VAR Models in the paper.
Tests for Causality
Granger (1969) developed a test approach to prove that a time series X contribute to the prediction of another series Y. In this section the relationship between Sales, Purchases, Net Purchases, ISE, NYSE and USIP is investigated using Granger Causality test using EViews. 
Estimation
The coefficient values of the VAR model using Purchases and 5 other variables are listed in Table 3 . Table 4 shows the same VAR model using Sales data and Table 5 shows the model using the Net purchases which is calculate as Purchases minus Sales. When Table 3 , 4 and 5 are examined in detail, it is seen that all variables have direct delayed effect on themselves. The tables also show that there is a positive delayed effect of ISE index over foreigners' sales and purchases. However the effect is negative over net transactions. This might show a reversal behavior of foreigners in Istanbul Stock Exchange. When ISE index increases, foreigners tend to increase their sales the following month. We can also see this trend when we look at the coefficient of the net purchases in Table 4 and net transactions in Table 5 . When ISE increases, net purchases tend to increase the following month however the sales tend to be larger than the purchases therefore net transactions are negative. This shows that when ISE Index increases, foreigners tend to realize their profits and sell more than they purchase. When the market index goes down, that's when foreigners tend to invest more in Istanbul stock exchange, taking positions opposite of the stock market. When we look at the net transactions of foreigners in Istanbul Stock Exchange in Table 5 , we can see positive delayed effects of NYSE and USIP and negative delayed effects of FDI and ISE.
Variance Decomposition
The variance decomposition analyses the impact of unexpected shocks on the variables in a more convenient and comprehensive way. Variance Decomposition separates the variation in an endogenous variable into the component shocks to the VAR. Therefore, the variance decomposition provides information about the relative www.ccsenet.org/ijef
International Journal of Economics and Finance Vol. 4, No. 10; 2012 importance of each random innovation in affecting the variables in the VAR. Variance decomposition determines how much of the forecast error variance of each of the variable can be explained by exogenous shocks to the other variables. 
Impulse-response Analysis
A shock to any variable not only directly affects that variable but also is transmitted to all of the other endogenous variables through the dynamic (lag) structure of the VAR. An impulse response function traces the effect of a one-time shock to one of the innovations on current and future values of the endogenous variables. Therefore, one can detect the dynamic relationships over time. Table 7, Table 8 and Table 9 report the impulse response coefficients of sales, purchases and net transactions. Figure 1 , 2 and 3, on the other hand shows the effects of one standard deviation shocks to T-Bill and US Industrial production over Purchases, Sales, Net Transactions, FDI and ISE. Table 7 and Table 8 show that the foreigners' sales and purchases respond positively to shocks to ISE in the second period however the response becomes negative in period 3. When it comes to NYSE, the response is also positive however it becomes negative only after 3 rd period for Sales only. Table 9 shows that net transactions respond negatively for the second and third periods to ISE however the response becomes positive in the fourth period. The response is always positive to NYSE.
The graphs of the impulse response coefficients provide a better picture to analyze the shocks. Vol. 4, No. 10; 2012 Impulse response analysis shows that a one standard deviation shock to ISE has a positive effect in the second period over foreigners' purchases and sales but this effect becomes negative in the third period. The response is always positive to NYSE. There is a negative response of both FDI and ISE over net transactions in the second period and then levels. This shows that when ISE Index decreases, foreigners tend to invest more by taking positions opposite of the stock market. However, the story is different when it comes to NYSE. When NYSE Index increases, foreigners also tend to increase their investments at ISE.
